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Income-tax Department
Edited by Stephen

G. Rusk

Recent treasury decisions indicated that the department officers have
been wrestling with the problem of dividends—liquidating and those dis
tributing gains and profits accumulated since March 1, 1913.
From a brief study of some of the recent court decisions of the lower
courts it seems likely that the whole subject of dividends will have to be
brought to the United States supreme court before many controverted points
will be settled. In this month’s issue we publish treasury decision 3428,
rendered by Circuit Judge Mack of the United States district court, south
ern district of New York, which has some similar characteristics to those
of the Harder v. Irwin case commented on in the February issue of The
Journal

of

Accountancy.

It is safe to say that the vast majority of individual taxpayers keep
no systematic record of income and expenses, and that in making up tax
returns at the end of each year the cheque-book and bank-book are the
sources of information relied upon in compiling the necessary statistics.
Recognizing this, congress enacted in its several income-tax laws certain
provisions permitting the taxpayer to make a return “. . . upon such
basis and in such manner as in the opinion of the commissioner does
clearly reflect the income.”—Sec. 212(b).
The commissioner has ruled that
“all items of gross income shall be included in the gross income for
the taxable year in which they are received by the taxpayer * * *
unless in order clearly to reflect income such amounts are to be
properly accounted for as of a different period. * * * a taxpayer
is deemed to have received items of gross income which have been
credited to or set apart for him without restriction.”—Article 23,
regulations 62.
The commissioner has also ruled that
“each taxpayer is required by law to make a return of his true
income. He must therefore maintain such accounting records as will
enable him to do so.”—Article 24, regulations 62.
Section 201 of the revenue act of 1921 treats of the subject “divi
dends.” Paragraph (e) of the said section provides:
“for the purpose of this act a taxable distribution made by a corpo
ration to its shareholders or members shall be included in the gross
income of the distributees as of the date when the cash or other
property is unqualifiedly made subject to their demands.”
The reason for the above quotations is to direct attention to the fact that
the commissioner has ruled that taxpayers are required by law to keep
some sort of accounting record and that the taxpayer is required to have
knowledge of the date when dividends are made “subject to his demand
without qualification”—two rules that are not possible of enforcement
except to a limited degree.
Viewing the subject of dividends from the standpoint of those receiv
ing them the above-quoted rulings, together with the recent decisions of
Judge Cooper in the case of Harder v. Irwin, and of Judge Mack in the
case of the Estate of lames Douglas v. William H. Edwards, would
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appear to allow a taxpayer but little chance to make a correct return of
income from dividends, even if he should keep records in conformity
with the regulations of the treasury department. When a corporation
informs its stockholders that it is paying a liquidating dividend they have
the right to believe that the corporation is correct in its statement. The
corporation’s management may also believe that its statement represents
the facts. When the taxing officer gets around to the matter, however, he
may upset all that has gone before. The taxing officer may be wrong,
and then it is necessary to carry the case to the courts where the judge is
obliged to give much thought to what congress intended when it chose
certain language with which to clothe its thought. If the court can make
the language of the act fit the particular case at issue the taxpayer will
finally know after the lapse of years whether or not his return of income
is properly stated.
In the case published this month the taxpayer, as stockholder in the
Phelps Dodge Corporation, took considerable pains in setting forth the
facts as to his income for the year 1917 and in due course was advised
of an additional assessment of $173,579.72 upon dividends received by him
from a so-called “depletion distribution” of the corporation. The corpo
ration apparently had taken great pains in studying the revenue acts in
force at the time and in endeavoring to make its tax return and to segre
gate its dividends as between depletion and undivided profits. It is shown
that this corporation paid out dividends from March 1, 1913, to December
31, 1917, of $1,616,000.00 in excess of the net income for that period
after deduction for a depletion reserve had been made. It is also the
contention of the corporation that its depletion reserve deducted was a
considerably less amount than that ultimately allowed by the government
on March 2, 1920. From these and other admitted facts in the case it
would appear that the individual recipient of the dividend would have had
no reason to doubt the accuracy of his return and upon receiving notice
of the additional assessment he quite naturally resorted to the court for
relief.
In ruling that a taxpayer must maintain such accounting records as
will enable him to make a return of his true income the commissioner
undoubtedly is aware that the source of information drawn upon by most
taxpayers is their bank-books and cheque-books and accepts these as
proper accounting records within limits. He must also be aware that
ordinarily a taxpayer’s first intimation that a dividend has been made
subject to his demand without qualification is upon receipt of the divi
dend, and his tax return is accepted as reflecting his true income when he
returns the dividend in the year when it is received even though the
cheque may be dated the last day of the preceding year. It seems ques
tionable to assume that a dividend was subject to the demand of a stock
holder when the funds were placed in the bank for the purpose of paying
a dividend. It seems equally questionable that the funds are subject to
his demand without qualification before the taxpayer receives the cheque.
With this in mind we seriously question the accuracy of the answer
to problem 13 in E. E. Rossmore’s Federal Income Tax Problems. We
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are not unmindful of the regulation defining constructive cash receipts,
but we cannot believe that this applies to funds set aside to pay a divi
dend nor to cases where the cheque is drawn late in one year and received
early in the next. If this technical interpretation were accepted one can
conceive of the maze in which the ordinary taxpayer, having little knowl
edge of accounting methods, would be involved were he to endeavor to
segregate his income by the years in which someone else made his income
unqualifiedly subject to his demand. When the uncertainties are con
sidered as to the ultimate decision that may be handed down by some
court as to the question in which year the corporation really made the
dividend subject to the stockholder’s demand the taxpayer must naturally
throw up his hands and give up the problem as too great for any but
those gifted with prophetic intuition. We believe no congress intended to
work such a hardship upon anyone and we believe that if a taxpayer
returns dividends as taxable income in the year when they were received,
regardless of the date of the dividend cheque, he will be deemed to have
made a return of his true income.
We note that Judge Mack, in the decision embodied in treasury decision
3428, dismisses as a mere bookkeeping technicality the customary closing
or rest period when the profits and losses are computed and the gains are
accumulated or "heaped up.” His decision would indicate that every trans
action during a fiscal period is a process of accumulation. He does not
seem to have taken into account that this rest period is a custom so
ancient that it should be recognized as are other ancient customs of barter
and trade; that gains are more or less vague and cannot be accurately
visualized or realized in the mass of transactions from which they arise
until the period arrives when the books are closed and the gains accumu
lated in the surplus or undivided profits account.
TREASURY RULING
(T. D. 3428—January 16, 1923)
Income tax—Revenue act of 1916, as amended—Decision of court.
District Court

of the

United States, Southern District of New York.

Archibald Douglas, George Notman, and Edmund Coffin, as executors of
the estate of James Douglas, deceased, plaintiffs, v. William H.
Edwards, collector of internal revenue for the second district of New
York, defendant.
[December 18, 1922.]
memorandum opinion.

circuit judge: This suit is brought by the executors of James
Douglas, deceased, to recover the sum of $173,579.72, assessed as income
tax against funds received by the decedent as part of so-called “depletion
distributions” made by the Phelps Dodge Corporation to its shareholders
in September and December, 1917. It is the contention of the plaintiffs
that these distributions were not dividends in the ordinary course of the
business, but were liquidating dividends specifically made from a depletion
reserve set up by the corporation under the direction of, and in accordance
with, the regulations of the treasury department, and therefore consti
tuted return of capital to its stockholders. The solicitor for the commis
sioner of internal revenue rejected this contention on the ground that
under section 31 (b) of the revenue act of 1916, added by section 1211 of
the act of October 3, 1917, a corporation could not declare a dividend out
of profits earned prior to March 1, 1913, or from a depletion reserve—and
Mack,
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thereby enable the recipients to escape the tax thereon—at a time when
the company had earnings in its surplus fund which accrued to it on or
after March 1, 1913, from which the dividend or dividends could have
been paid, in any event not without a reduction of its capital stock.
Plaintiff’s exhibit D, which is annexed hereto as schedule I, gives
a summary of the changes in the financial condition of the Phelps Dodge
Corporation during the period of 1912-1917.
It appears therefrom that on March 1, 1913, the Phelps Dodge Cor
poration had net assets aggregating $153,275,606.69; it had capital stock
outstanding of a par value of $45,000,000 and surplus of $108,275,606.69,
of which it is agreed $45,000,000 represented a paid-in surplus, leaving
an earned surplus of $63,275,606.69.
The dividends distributed to the stockholders in 1913 exceeded the
net profits of the corporation for that year by $1,051,883.14; in 1914, by
$2,653,541.90; and in 1915, by $3,376,476.11. In 1916, however, the net
profits exceeded the dividends by $3,125,621.67, and in 1917 the net profits
exceeded the dividends, including the so-called depletion dividends, by
$2,342,487.06.
It is the contention of the plaintiffs that the directors in each of
these years believed they were paying dividends out of the company’s net
income inasmuch as the depletion was taken on the books of the company
at a considerably less amount than that ultimately allowed by the govern
ment on March 2, 1920. Plaintiffs also point out that the total distribu
tions to the stockholders during the years 1913 to 1917 exceeded the net
income for those years on the basis of the depletion reserves allowed by
the government by $1,616,000.
The dividends or distributions declared on September 13, 1917, and
December 13, 1917, and payable on the 28th of these months, purported
to be made from a depletion account. The resolutions authorizing the
September distribution read as follows:
Whereas this company in accordance with the income-tax section of
the tariff act of 1913 and with the income-tax law of September 8, 1916,
has yearly, in computing its income, deducted therefrom a reasonable
allowance for depletion of its mines, based upon the fair market value
thereof as of March 1, 1913; and
Whereas the income-tax law and the rulings of the department of
internal revenue provide for a separation of said deductions from income
and provide further that payments to stockholders from said depletion
account will be a return of capital invested, and are not subject to income
tax in the hands of the shareholders:
Therefore resolved, That this company distribute among its stock
holders from said depletion account three dollars a share, to be paid on
September 28, 1917, to stockholders of record on September 24, 1917, the
total amount so paid to be deducted from said depletion account.
The December resolution was identical in form.
These depletion dividends, when declared, were credited on the books
of the corporation to a new account which was opened, entitled “Distri
bution from reserve for depletion,” and when the dividends were paid,
the cash account was credited and the account entitled “distribution from
reserve for depletion” was debited. Although the corporation had at the
time two depletion accounts, one called the “depletion reserve” and the
other “ore reserve,” neither the regular “depletion reserve” account nor
the “ore reserve” account was charged with the amount of the depletion
dividends; no part thereof was deducted from either of these accounts
upon the books of the company, and the invested capital of the corporation
was not reduced in the excess-tax return filed by it, by the amount of
any depletion dividends declared and paid in 1917; naturally no reduction
in the capital stock of the corporation was thereby effected.
The so-called depletion dividend of September amounted to $1,350,000,
and the plaintiffs’ testator, Dr. James Douglas, received in respect of the
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41,050 shares of the capital stock of the corporation held by him $123,150.
The December dividend amounted to $2,250,000, and Doctor Douglas
received $205,250.
Doctor Douglas, in his 1917 income-tax return, included in his taxable
income all dividends received from the corporation except the two deple
tion dividends, with reference to which he inserted the following note:
Note.—In addition to the monies received during the year 1917 as
reported in the foregoing individual income-tax return for 1917, I have
received the following amounts:
1917.
Sept. 28—Rec’d as a stockholder from the Phelps Dodge Cor
poration, 99 John St., New York, N. Y., a dis
tribution from reserve from depletion .............. $123,150.00
Dec. 28—Ditto ...........................................................................
205,250.00
Total ......................................................................... $328,400.00
(1) Plaintiffs, pointing out that the total earnings of the company
from March 1, 1913, to December 31, 1917, were $50,183,207.58; that the
distributions made during the same period were $51,750,000, leaving an
excess of distributions over earnings of $1,616,000, contend that in no
circumstances can Doctor Douglas’ share of $1,616,000 of the amount dis
tributed as depletion dividends in 1917 be regarded as taxable income
accruing subsequent to March 1, 1913. The contention, when analyzed,
however, is clearly untenable. Although the directors may have dis
tributed in dividends in 1913, 1914, and 1915 sums in excess of the net
earnings for those years, the earned surplus accumulated by the corpora
tion readily enabled them to do so. Under the income-tax act of 1913
even these excess distributions from earnings accumulated prior to March
1, 1913, were subject to tax—Lynch v. Hornby (247 U. S. 339). The
law was changed in 1916 and dividends from surplus accumulated prior
to March 1, 1913, were exempted from tax. Consequently, if in 1916 and
1917 the corporation had distributed as dividends sums in excess of their
net earnings in those years, such excess would have been exempt. But,
as has been indicated, the net earnings in both 1916 and 1917 exceeded all
the distributions made in those years.
Inasmuch as the net income for 1913 to 1915 was less than the divi
dends of those years, the excess must have been paid from the surplus
on hand March 1, 1913. It was, therefore, part of the dividends of these
years and not the dividends of 1916 and 1917 that came from this surplus.
It follows that before December 31, 1915, there had been expended in
dividends during 1913, 1914, and 1915, the entire net earnings for those
years and, in addition thereto, a part of the surplus accumulated prior to
March 1, 1913.
If the dividends paid in the year 1916 are to be charged against the
surplus theretofore accumulated and not against the current earnings of
that year, the entire net earnings of that year, $17,750,621.67, would form
part of the surplus as of December 31, 1916, an amount more than sufficient
to pay both the dividend and depletion distributions made in 1917.
If, however, the dividends of 1916 are properly chargeable to the cur
rent net earnings of that year, then only $3,125,621.67 of the surplus as of
December 31, 1916, would have come from the net earnings of 1916 or of
the period subsequent to February 28, 1913. In that case, if the dividends
paid in 1917 are not properly chargeable against the net earnings of that
year, the ordinary dividends of 1917, paid prior to the depletion distribu
tions, would more than have exhausted this $3,125,621.67, and in that
event plaintiffs’ contention that the depletion distribution necessarily came
from surplus accumulated prior to March 1, 1913, would be sound.
(2) It is necessary, therefore, to consider next the interpretation of
the act in question. And as to that (a) whether ordinary dividends are to
be deemed payable only out of accumulated profits and surplus as shown
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by the last bookkeeping determination, or also, and in the first instance,
either in whole or in part out of current net earnings of the year in which
they are paid, regardless of whether at the time of payment it shall have
been actually and finally determined by inventory and balancing of books
that sufficient net profits therefor have been earned; (b) even if ordinary
dividends are chargeable first to current undetermined net earnings,
whether depletion distributions, unlike such ordinary dividends, may never
theless be paid out of a depletion reserve or out of surplus earned prior
to March 1, 1913, as capital distributions, without reduction of the capital
stock.
(a) Section 31 of the revenue act of 1916, as supplemented by the
revenue act of 1917, reads as follows:
Sec. 31. (a) That the term “dividends” as used in this title shall be
held to mean any distribution made or ordered to be made by a corporation,
joint-stock company, association, or insurance company, out of its earnings
or profits accrued since March first, nineteen hundred and thirteen, and
payable to its shareholders, whether in cash or in stock of the corporation,
joint-stock company, association, or insurance company, which stock divi
dend shall be considered income, to the amount of the earnings or profits
so distributed.
(b) “Any distribution” made to the shareholders or members of a
corporation, joint-stock company, or association, or insurance company, in
the year nineteen hundred and seventeen, or subsequent tax years, shall
be deemed to have been made from the most recently accumulated undi
vided profits or surplus, and shall constitute a part of the annual income
of the distributee for the year in which received, and shall be taxed to
the distributee at the rates prescribed by law for the years in which such
profits or surplus were accumulated by the corporation, joint-stock com
pany, association, or insurance company, but nothing herein shall be con
strued as taxing any earnings or profits accrued prior to March first,
nineteen hundred and thirteen, but such earnings or profits may be dis
tributed in stock dividends or otherwise, exempt from the tax, after the
distribution of earnings and profits accrued since March first, nineteen
hundred and thirteen, has been made. This subdivision shall not apply to
any distribution made prior to August sixth, nineteen hundred and seven
teen, out of earnings or profits accrued prior to March first, nineteen
hundred and thirteen.
It seems to me that the congressional intent is clear. Distributions to
shareholders are to be regarded as made from current earnings and the
most recently accumulated surplus. Congress, in my judgment, did not
intend to lay down a narrow rule to be whittled away by technical defini
tions of the terms surplus, undivided profits, dividends, and distributions.
Nor did it intend to recite a mere prima facie rule which could be
arbitrarily set aside by the form of the bookkeeping entries. It is to be
assumed that congress desired that, so far as possible, the tax should be
regulated by the substance of things and not their form, and that taxation
should not fall more lightly upon one man than upon another because of
ingenuity in bookkeeping methods.
If plaintiffs’ contention that “the most recently accumulated undivided
profits or surplus” is necessarily limited to such profits and surplus as are
definitely ascertained by closing the books, gross inequality might result
dependent upon the number of times in a fiscal year that the books are
closed. Furthermore, if the contention were sound not merely as a con
struction of the act but—and plaintiffs so urge—as the proper relation of
dividend distributions to earnings from the standpoint of sound accounting
principles and usual business practice, it would be applicable also to the
1916 dividends. The result, as heretofore stated, would be that the entire
large earnings of 1916 would be applicable to the 1917 distributions, both
ordinary and depletion. True, in that case, there would be a recovery
because the tax would have been assessable at 1916 instead of 1917 rates.
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The practice, however, of this very corporation and of the deceased
stockholder indicates what in my judgment, is the sounder view. The
company, in its annual report, while stating that the earliest dividends,
paid in March, 1917, were paid out of profits accrued during the year 1916,
declared that the regular ordinary and extra dividends—these do not
include the depletion distributions—paid in June, September, and December,
1917, were paid out of earnings for the year 1917. And Dr. Douglas, as
heretofore stated, so returned them in his income-tax report for the year
1917.
Though the books were not balanced and net profits carried into the
undivided profits and surplus account at the time of the payment of any
of these dividends, it was obvious—as it ordinarily would be—that large
current profits were being made and distributed from time to time through
out 1917.
In my judgment, congress did not intend, and there is nothing in the
legislative history of the enactment of section 31 (b) reasonably considered
that would indicate that congress intended, to use the terms undivided
profits or surplus in a strict technical sense which would exclude from
their embrace current profits. If congress had so intended, it would have
resulted in nearly all corporate dividends declared in the war year 1917
being taxed at the lower rates prescribed for 1916 or not being taxed at all.
Subsequent legislation indicates not a change but a clarification of that
legislative intent section 201 (b) of the revenue act of 1918 provided—
Any distribution shall be deemed to have been made from earnings or
profits unless all earnings and profits have first been distributed.
And the same numbered section of the revenue act of 1921 is expres
sive of the same intent—
For the purposes of this act every distribution is made out of earnings or
profits, and from the most recently accumulated earnings or profits, to the
extent of such earnings or profit accumulated since February 28, 1913;
but any earnings or profits accumulated or increased in value of property
accrued prior to March 1, 1913, may be distributed exempt from the tax,
after the earnings and profits accumulated since February 28, 1913, have
been distributed. If any such tax-free distribution has been made, the
distributee shall not be allowed as a deduction from gross income any loss
sustained from the sale or other disposition of his stock or shares, unless,
and then only to the extent that, the basis provided in section 202 exceeds
the sum of (1) the amount realized from the sale or other disposition of
such stock or shares, and (2) the aggregate amount of such distributions
received by him thereon.
That undivided profits as used in section 31 (b) was intended to
include current profits earned during the current year, was certainly the
contemporaneous construction placed upon it not only by Dr. Douglas but
by taxpayers generally. Furthermore, article 107 of treasury regulations
No. 33 (revised) provided—
Any distribution made to shareholders in the year 1917 or subsequent
years (except any distribution of dividends made prior to August 6, 1917,
out of earnings or profits accrued prior to March 1, 1913) shall be deemed
to have been made from the most recently accumulated undivided surplus
or profits, and shall constitute income of the distributee for the year in
which received, and shall be taxed to such distributee at the rates pre
scribed by law for the years in which such surplus or profits were earned
by the distributing corporation.
Thus, if a corporation distributed dividends in 1917, such dividends
will be deemed to have been paid from the earnings of 1917, and the
recipient, if an individual, will be liable to additional tax, if any, and if a
corporation, to income tax, at the rates for the year 1917, unless it is shown
to the satisfaction of the commissioner of internal revenue that at the
time such dividends were paid the earnings up to that time were not suf
ficient to cover the distribution, in which case the excess over the earnings
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of the taxable year will be deemed to have been paid from the most
recently accumulated surplus of prior years and will be taxed at the rate
or rates for the year or years in which earned.
A corporation declaring and paying dividends out of a surplus or
earnings accumulated over a period of years should make a record in its
books of the amount of dividends paid out of each year’s undistributed
surplus or profits and advise the stockholders accordingly, in order that
the dividends received by them may be taxed at the respective rates
prevailing during the years in which the surplus or profits so distributed
were earned. * * *
The commissioner of internal revenue was not satisfied that at the
time these so-called depletion dividends were paid the earnings up to that
time were not sufficient to cover such distribution. The audit of the 1917
books indeed proves that the net earnings of 1917 were more than sufficient
to pay all the distributions made, and there is nothing to indicate that a
pro rata apportionment thereof is not in accordance with the facts. Under
such apportionment the net earnings were sufficient at the respective times
for all of the distributions.
(b) Depletion distributions without reduction of capital stock are not
to be differentiated in the matters here under consideration from ordinary
dividends. Depletion reserves are a mere bookkeeping account. The dis
tribution comes from the general assets of the company; it results in a
reduction thereof. If a similar reduction were made in the capital-stock
liability by some method permissible under the laws of the state of its
creation, a different situation might be presented. But this was not done
in the instant case. Calling the distribution of corporate assets a distri
bution of depletion reserve does not make it a payment of capital instead
of income when there are net earnings or accumulated surplus sufficient
to meet it. And, in my judgment, the act is correctly interpreted in
paragraph 26 of regulations No. 33 of the treasury, issued thereunder in
January, 1918, reading as follows:
Dividend from depletion reserve.—A reserve set up out of gross
receipts and maintained by a corporation for the purpose of making good
any loss or wasting of capital assets on account of depletion is not to be
considered a part of the earned surplus of the company but a reserve for
the return or liquidation of capital. A dividend paid from such reserve
will be considered a liquidating dividend and will not constitute taxable
income to the stockholder except to the extent that the amount so received
is in excess of the capital actually invested by the stockholder in the shares
of stock held by him, and with respect to which the distribution was made.
No dividend will, however, be deemed to have been paid from such reserve
except to the extent that such dividend exceeds the surplus and undivided
profits of the corporation at the time of such payment, and unless the
books, records, published statements, etc., of the corporation clearly indi
cate a corresponding reduction of capital assets resulting from such
payment.
Inasmuch as the net earnings for 1917 were at the time of these dis
tributions, as heretofore stated, more than sufficient to meet them, the claim
for refund was properly rejected. A verdict for defendant will therefore
be directed.
Since this opinion was prepared, my attention has been called by the
defendant’s counsel to the opinion of Judge Cooper in Harder v. Irwin,
not yet reported, an opinion in which I entirely concur.
David A. Allen, Virgil E. Bennett and Richard H. Mohler announce
the formation of a partnership under the firm name of Allen, Bennett &
Mohler, with offices in the Union Arcade building, Pittsburgh, Penn
sylvania.
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